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gress enacted statutes, including the Patent Statute, so that information
would be more readily disseminated through the disclosure of inven-
tions, and inventive activity would be protected but promoted. As an
incentive for an inventor to disclose the exact nature of his or her in-
ventive activity, a patent grants the inventor an exclusive right to a
“new and useful process, machine, manufacture, or composition of
matter, or any new and useful improvement thereof”” for a limited pe-
riod of time.” The rights granted to the patent holder enable the holder
the right to “exclude others from making, using, . .. or selling [an] in-
vention.”™ This can be extremely valuable for a patent holder, pro-
vided there is market demand for the invention which is protected by
the patent.”

Patent licensing presents an interesting dilemma when viewed as a
prospective asset for securitization. It may be more beneficial for a
patent holder to license the patent early in the research and develop-
ment process because of the high cost of financing the process. If a
patent is licensed in the early stages of development, the monies re-
ceived from the licensing will help further develop and commercialize
the product so that it reaches the market in a shorter period of time.”
Generally, smaller companies are more likely to license patents early
because they have less resources to devote to research and development
than large companies.”’ .

Licensing a patent early in the development stage may be prob-
lematic due to the difficulty of assessing a product’s true value.” For
example, the product’s true value may be affected by the uncertainty of
patent validity or unanticipated market acceptance, resulting in greater
valuation.” Thus, creativity and flexibility are often required when de-
signing and structuring royalty schemes so that both the present and
future value of the patented product can be realized by the patent
holder. However, even if royalty schemes are drafted with great care,

122. 35U.S.C. § 101 (1994). See 35 U.S.C. § 154(2)(1)(1994).

123. See35U.S.C. § 154(2)(2) (1994).

124. 35U.S.C. § 154(a)(1) (1994).

125. See An Economic Analysis of Royalty Terms in Patent Licenses, 67 MINN. L. REV.
1198, n.5 (1983).

126. Seeid. at 1231-32.

127. Seeid. at 1233.

128. Seeid. at 1199.

129, See id. at 1199 n.196. Patent challenges and the determination of patent validity or in-
validity and how that determination may affect the securitization of assets is beyond the scope of
this comment. However, those issues would probably be analyzed during the rating of the securi-
ties.
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such schemes may be miscalculated so that when a patented product
reaches the market it is undervalued. If subsequently the royalty pay-
ments for the license of that patented product are used as security
against a bond, it may be an insufficient use of the company’s assets
because the product has the potential to be licensed at a higher royalty
rate upon the expiration of the licensing agreement. This difficulty
may be solved by drafting. A provision may be included which allows
for greater royalty payments to the bond holder(s) in the event that the
patented item is licensed at a higher rate.

a. An Individual Inventor-Patent Holder

An individual inventor who has retained ownership in his or her
patents, would be in a substantially similar position to David Bowie
when structuring an asset-backed securitization transaction, provided
that the patent was successful on the market and the income from the
patent licenses was consistent, large, and predictable. In the event that
an individual client fits the profile, asset-backed securitization may be
the perfect means for acquiring ready capital for the future endeavors
of a client-inventor.

Notably, finding an individual, rather than a company, who owns
a back catalogue of patents is rare in the current marketplace because
of the high cost of research, design, and fabrication. For this reason,
generally a company funds the inventive activity and enters into a con-
tract with an inventor whereby the inventor patent holder assigns the
property rights to the patent to the company funding the project once
the invention is completed. However, the California labor code con-
tains provisions specifically relating to the inventive activity of em-
ployees. The relevant sections of the code allow in certain circum-
stances, an inventor to retain ownership of his or her inventive activity
even when he or she is an employee and even if an assignment agree-
ment is in effect.” Due to these provisions, it may be possible to have
an individual client-inventor who meets the specifications required by
financiers to construct a bond issuance.

As noted previously in the comment, Bowie had estate planning
interests when entering this transaction. An individual who is a patent
holder would undoubtedly have similar concerns. This aspect of the
deal is distinguishable from the application of this financing vehicle to

130. See CAL.LAB. CODE § 2860 (West 1989); CAL. LAB. CODE §§ 2870-2872 (West 1989
& Supp. 1998); CAL. BUS. & PROF. CODE § 16600 (West 1997). See generally HOWARD C.
ANAWALT & ELIZABETH F. ENAYATI, IP STRATEGY: COMPLETE INTELLECTUAL PROPERTY
PLANNING, ACCESS, AND PROTECTION (1998).
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a corporate patent holder. An individual may develop an estate plan
with certain tax advantages. Such advantages will run during the
course of his or her lifetime and it is likely that the benefits may be
drafted and arranged to continue for the benefit of his or her heirs, in
the event of the patent holder’s death. It is apparent that a corporation
is legally treated as a person for most purposes, but only a human be-
ing may take advantage of estate planning due to the fact that a corpo-
ration survives the expiration of its promoters, directors, officers, and
shareholders.

b? The Patent Portfolio.of a Large High Technology
Company

A large high technology company has assets, many of which are
intellectual property: copyrights, trademarks, patents, and licensing
agreements.” If a company has a patent, its value partially stems from
the ability to ensure a legally-backed and enforceable monopoly on a
portion of a particular market.” By doing this, a company itself may
profit from the manufacture, distribution, and sale of a physical prod-
uct where the product is the fabrication of the intellectual property, the
patent.” This situation, where the assets are receivables from sales
profits, is akin to the Bowie bonds securitization, where the assets par-
tially backing the transaction were periodic royalty payment receiv-
ables generated from the sales of copies of the sound recordings and
the uses of musical compositions.

Additionally, a company may choose to license the use of or as-
sign some or all of its intellectual property to another entity and receive
periodic payments under that agreement. High technology companies
generally license the use of MIPS™ and ARM™ microprocessor archi-
tectures and processor cores and royalties are generated from the li-
cense.” Such a situation is analogous to the music publishing portion

131. See Haber, supra note 106, at 1.

132. See generally An Economic Analysis of Royalty Terms in Patent Licenses, 67 MINN. L.
REV. 1198 (1983).

133. See Haber, supra note 106, at 1. .

134, MIPS is an acronym for “millions of instructions per second,” a description for the speed
of microprocessors.

135. ARM is an acronym for Advanced RISC Machines and is a company that manufactures
technologies for the telecommunications industry for use in such products as personal digital assis-
tants, smart phones, set top boxes, network computers, screen telephones, and digital cameras. See
ARM Introduces High Performance, Embedded Modem Solutions, M2 PRESSWIRE, Jun. 9, 1997
at 1, available in LEX1S, News Library, CURNWS File.

136. See Haber, supra note 106, at 93.
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of the Bowie bonds deal because the assets would be in the form of pe-
riodic royalty payments.

An interesting factor in applying asset-backed securitization to the
high technology realm is that it requires a constant, stable, predictable,
and manageable cash flow. It is a bit of an oxymoron to apply these
elements to an industry that is always changing, improving, designing,
refining and replacing products. There are at least three ways of man-
aging this difficulty. One is to structure the deal so that it matures in a
shorter time frame. In some areas, research and development take such
a painfully long time that it may be a number of years before a re-
placement for existing technology is on the market and accessible to
consumers.” A second solution is to structure the transaction using
receivables from products that are fairly stable. For example, certain
software packages that do not change a great deal over time or compo-
nent parts which are necessary at a very basic level in the manufactur-
ing of a given product may be used. Third, it may also be possible,
depending on the company, to construct a diversified asset portfolio
that consists of the receivables from a variety of products. This would
help to ensure that the risk of one income stream disappearing would
not be fatal to the transaction.

¢. Start-Up Companies

Seed capital is required by all high technology start-up compa-
nies. Generally, financing for start-up high technology companies is
sown by incorporating the company and issuing stock to shareholders.
Shareholders purchase shares, inspired by the prospect that the com-
pany will succeed and will eventually make a public offering.

While a small start-up company may be receptive to alternative
financing vehicles, this is an asset-based transaction. A start-up com-
pany may have some assets to set this financing vehicle in motion, but
financiers generally want an estimated seven figures plus of proven an-
nual revenue in order to structure an asset-backed bond offering.”
Similarly, the term start-up necessarily implies new and most investors
desire a revenue stream that exists for a period of years so that the risk
may be calculated. It is therefore unlikely that a start-up would be a
good candidate for an asset-backed securities transaction.

137. A possible example of this is found in the biotechnology industry. Some pharmaceutical
products endure years of testing before they are approved for consumer distribution and use.
138.  See Will Silicon Valley Yield ABS Fruit?, ASSET SALES REP,, Mar. 31, 1997, at 1, 6.
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B. I’m Looking for a Vehicle:
The Creation of a Special Purpose Vehicle

Another initial step in the structuring of an asset-backed bond is
to create a special purpose vehicle, which may be a corporation, a
grantor trust or an owner trust, a limited liability company or any other
legally created entity which may suit or achieve the objectives of the
funding.” This SPV has the specific purpose of isolating a set of as-
sets” and severing the assets from any risks associated with the origi-
nator.” In order to achieve this, the assets are generally transferred in
the form of a sale so that it is adequate under bankruptcy law to re-
move the assets from the originator’s estate.” This transfer is com-
monly referred to as a true sale and will be discussed further in part C,
infra.

In most securitization transactions, a SPV is created for a par-
ticular originator and a particular transaction.” A corporation is fre-
quently used as a SPV because it is a somewhat flexible entity and its
certificate and charter documents may contain provisions limiting its
business activities to those necessary or incidental to the financing."™
Also, participants in structured financing are generally familiar with
how a corporation will be treated in bankruptcy and how corporate
governance issues will be resolved.” Both factors are helpful when
parties assess the legal risks of a structure.” Although such provisions
are limiting, the SPV/corporation may issue securities if such an issu-
ance is necessary to the SPV/corporation’s purpose.

A corporation, however, may not always be a suitable SPV due to
the tax ramifications of this entity type.” A corporation is subject to a
separate corporate level taxation, which could result in a higher overall
taxation at the state and local levels if the SPV is consolidated with the

139. See Marsha E. Simms, Asset Securitization, in ASSET-BASED FINANCING 1997, 335,
338-341 (PLI Commercial Law and Practice Course Handbook Series No. A4-4518, 1997).

140. See Jackson, supra note 86 at 197.

141. See Schwarcz, supra note 1, at 519.

142. Seeid.

143, Seeid at 522.

144. See id at 519. See also The Committee on Bankruptcy and Corporate Reorganization of
the Association of the Bar of the City of New York, supra note 9, at 554.

145. See The Committee on Bankruptcy and Corporate Reorganization of the Association of
the Bar of the City of New York, supra note 9, at 569.

146. Seeid.

147. See The Committee on Bankruptcy and Corporate Reorganization of the Association of
the Bar of the City of New York, supra note 9, at 569-70.
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originator for tax purposes.” However, if the SPV is owned by a
third-party and cannot be consolidated for tax purposes with the origi-
nator, the transaction may be designed to minimize income tax by
matching the income and expenses of the SPV as closely as possible.”

The SPV may need to raise funds to purchase assets™ for the fi-
nancing. A SPV/corporation may issue several classes of securities™
in capital markets.” In order to do this and to achieve the confidence
of investors, the SPV needs to be constructed to make it “bankruptcy
remote.”” As bankruptcy remote, the SPV would not be vulnerable to
the originator’s creditors in the event that the originator becomes bank-
rupt. Commentators are quick to point out that bankruptcy remote
does not mean bankruptcy proof.” Creating a bankruptcy remote SPV
merely means that the SPV is less likely to be adversely affected by the
originator’s bankruptcy.

To ensure that a SPV is bankruptcy remote, rating agencies have
set forth the following guidelines to be included in the SPV/ corpora-
tion’s charter documents:

(1) the activities of the SPV are limited to the particular securiti-
zation transaction and activities incidental thereto; (2) the SPV is
prohibited from incurring any debt obligations other than the
rated Securities unless: (a) the debt is rated the same as the Secu-
rities, (b) the debt is fully subordinate to the Securities and does
not constitute a claim enforceable against the entity in a bank-
ruptey proceeding, or (c) the debt is nonrecourse and payable only
from cash in excess of that required to make payments on the Se-
curities, and, to the extent such excess cash flow is insufficient to
pay the additional debt, that debt must not constitute a claim en-
forceable against the entity in a bankruptcy proceeding; (3) the
SPV is prohibited from merging or consolidating with another
entity unless the surviving entity is also subject to the same bank-
ruptcy remote restrictions; and (4) without the vote of an inde-

148. Seeid.

149. See The Committee on Bankruptcy and Corporate Reorganization of the Association of
the Bar of the City of New York, supra note 9, at 569-70.

150. See Schwarcz, supra note 1, at 519.

151. See Simms, supra note 139, at 338-341.

152. See JOHN DOWNES & JORDAN GOODMAN, DICTIONARY OF FINANCE AND INVESTMENT
TERMS (3d ed. 1991) (defining capital markets as markets where capital funds — debt and eq-
uity — are traded. Included are private placement sources of debt and equity as well as organized
markets and exchanges.)

153. See Schwarcz, supra note 1, at 519.

154. See The Committee on Bankruptcy and Corporate Reorganization of the Association of
the Bar of the City of New York, supra note 9, at 584 (1995).
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pendent party (i.e. a partner or director), the SPV may not: (a) file
a bankruptcy or insolvency petition or otherwise initiate insol-
vency proceedings, (b) dissolve, liquidate, consolidate, merge or
sell all or substantially all of its assets, (c) engage in any other
business activity or (d) amend its organizational documents.'”

Limiting the amount of debt that may be incurred by the
SPV/corporation limits the likelihood that the SPV would be involved
in an involuntary bankruptcy proceeding because such an action may
be commenced by three or more creditors holding non-contingent and
unsecured claims exceeding $10,000.00 in the aggregate amount.”
These cautionary guidelines as set forth by rating agencies are intended
to make the SPV’s involvement in a bankruptcy proceeding highly un-
likely.” The limitations set forth in the SPV/corporation’s charter
documents are intended to prevent creditors, besides the holders of the
SPV’s securities, from having claims which would permit the creditors
to file an involuntary bankruptcy petition against the SPV."™

Additionally, a corporation is flexible because it may be used for
multiple sales of assets. Assets may be added to the corporation and
additional securities issued as funding is needed or as assets accumu-
late.” As an additional benefit, because the specially-created corpora-
tion is a separate entity from the originator, the transaction will not ap-
pear as a debt on the originator’s balance sheets.” Instead, the
originator’s balance sheets will show the residual equity piece it
owns.” This feature may appeal to an originator which is a large
company, for example, a large high technology company, with annual
report concerns."

In the Bowie bonds transaction, a special purpose corporation
was employed.” Rudder, the attorney responsible for the legal portion
of the transaction, stated that a key portion of the legal work involved
the creation of a corporate structure to protect the assets from
bankruptcy, estate problems, or third party creditors.” It is likely that

155. Dorris & O’Connell, supra note 10, at 106.

156. See The Committee on Bankruptcy and Corporate Reorganization of the Association of
the Bar of the City of New York, supra note 9 at 557-558.

157. See Dorris & O’Connell, supra note 10, at 106.

158. See Schwarcz, supra note 1, at 519-520.

159. See Simms, supra note 139, at 344,

160. See Adler, supra note 3, at 6.

161. Seeid.

162. See Adler, supra note 34, at 7.

163. See Bencivenga, supra note 38, at 5.

164. Seeid.
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familiarity with a corporation’s treatment under bankruptcy law drove
the decision to utilize a corporation as a SPV. The choice of a
particular SPV is necessarily impacted by tax implications in addition
to the ability to assess risks, such as the possibility of bankruptcy in a
structured financing transaction. It is likely that Prudential
Investments, the bond purchaser, and its structured financing personnel
have some familiarity with corporate entities and that this familiarity
provided a degree of comfort in working with the Bowie bonds
structured financing model. Similarly, it is likely that a specially
created corporation would translate readily to the high technology
forum to serve as a SPV for an-asset-backed transaction.

C. I Could Do with the Money:
A Sale of the Assets from the Originator to the SPV

1. Give a Little, Take a Little, Give a Little Back:
True Sale Treatment

Once the SPV is formed, the originator’s isolated and valued as-
sets are sold to the SPV. The Bankruptcy Code makes it imperative
that this sale is a “true sale.”” A true sale is a sale by the originator of
its right, title, and interest in the asset which is to be securitized by the
SPV.* The form of the sale of assets from the originator to the SPV is
critical because it affects whether or not the SPV would be insulated in
the event of the originator’s bankruptcy.'”

If a true sale has not occurred, a court could hold that the transfer
of assets was merely a financing transaction: a collateralized loan was
made to the originator.” Under this characterization of the transaction,
the transfer of assets is viewed as a pledge of collateral by the origi-
nator and in the event of his or her bankruptcy, the assets would be
consolidated as part of the originator’s estate under § 541 of the Bank-
ruptcy Code.” The Equitable Doctrine of Substantial Consolidation
grants the court the power in a bankruptcy proceeding involving “one
or more related corporate entities to disregard the separateness of the
corporate entities and to consolidate and pool the entities’ assets and
liabilities and to treat them as though held and incurred by one en-

165. See 11 U.S.C. § 541 (1994).

166. See Engel & Koslow, supra note 110, at 480,
167. See Jackson, supra note 86, 202.

168. See Dorris & O’Connell, supra note 10, at 107.
169. Seeid.
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39170

tity.”" Consequently, the formation of a separate corporation would
be moot: the SPV may be exposed to liability and vulnerable to bank-
ruptey if the originator faces bankruptcy.”

Several factors are weighed when considering whether a true sale
has occurred. These factors include: (1) whether the parties intended
to engage in a true sale of the assets; (2) whether a transfer of the risks
and benefits of the ownership of the assets has occurred; (3) whether
the SPV and its investors bear the risk of loss if anything should hap-
pen to the assets; (4) whether the benefits of ownership appear to be
retained by the originator because the originator may repurchase the
assets by paying the purchase price; (5) whether the documentation
provides that the originator services the transferred assets (which is
customary, but may be done by an independent party); (6) whether the
purchase price was fixed, as opposed to floating; and in some transac-
tions, (7) whether there was compliance with the Uniform Commercial
Code (hereinafter referred to as the “U.C.C.”)."” An important factor
in the sales transaction is the extent to which the originator has “genu-
inely transferred the risks and benefits of ownership of the transferred
asset.””  Additionally, the payment arrangements should not too
closely resemble a commercial loan and prices should not be adjusted
retroactively.”

The dangers of consolidation assumed by investors in or purchas-
ers of the asset-backed securities are as follows. If the originator files
for bankruptcy and the court determines that a true sale has not oc-
curred, the investor(s) in the asset-backed securities would be subject
to the automatic stay provisions of the Bankruptcy Code. These provi-
sions prevent anyone from filing a claim against a debtor’s property
after the debtor has filed for bankruptcy.” At the very least, this
would result in delays in the investors’ receipts of payments and at the
very most, it could result in the investors’ loss of the entire invest-

ment.™

170. Simms, supra note 139, at 350 (stating that consolidation affects asset-backed securitiza-
tion by resulting in the originator and the SPV being consolidated).

171.  See Jackson, supra note 86, 202.

172. See Engel & Koslow, supra note 110, at 481-85.

173. Jackson, supra note 86, at 202.

174. See Engel & Koslow, supra note 110, at 482.

175. See Dorris & O’Connell, supra note 10, at 105.

176. Seeid.
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An originator could pass only the rights to receive periodic pay-
ments of royalties to a newly created SPV.” With this transfer of only
the benefits of royalty payments, there is a danger of redefining a link
from the originator to the SPV.™ This link may then expose the origi-
nator to liability if royalty payments and credit enhancements fail.” If
the SPV does not control the terms of the agreements, the originator
may be viewed as funding the SPV. This defeats the purpose of cre-
ating the SPV in order to isolate the originator and insulate it from
bankruptcy dangers.”

It is apparent from the description above and was indicated by the
attorney in the Bowie bonds transaction, with any financing, some
control is lost over the assets.” By tendering full payment of all of the
obligations secured by collateral, the debtor can, however, establish a
right of redemption of the debt instrument under the U.C.C."™ This is
distinguishable from a right to repurchase the assets, whereby the
transfer.from the originator to the SPV may not be a sale.” The origi-
nator may maintain an option (not an obligation) to repurchase the as-
sets from the SPV “once the aggregate principal amount of the assets
has decreased to between five and ten percent of the original principal
amount of the assets.”” This will not jeopardize the true sale treat-
ment of the transfer.” This option is usually exercised in securities
transactions to avoid the high administration costs for a smaller trans-
action.”™

177. Seeid.

178. See Jackson, supra note 86, at 200-201 (discussing the rights and obligations of a lend-
ing institution to its borrowers and the complexities of an asset-backed securities transaction in a
revolving credit industry under U.C.C. §§ 9-318, 9-206 and 9-105 (1995), where an obligor may
be interpreted as an “account debtor” for U.C.C. purposes if certain safeguards are not built into the
transaction). The model incorporated by Ms. Jackson is based on a “credit card” model and is
somewhat distinguishable from an asset-backed securities transaction in the high technology indus-
try, that is, it is not piggy-backed lending per se.

179. See Jackson, supra note 86, at 202.

180. See Dorris & O’Connell, supra note 10, at 105-106.

181. See Adler, supra note 34, at 6.

182. See Dorris & O’Connell, supra note 10, at 108-109.

183. Seeid at 109.

184. Seeid.

185. Seeid.

186. Seeid.
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2. The Perfection of a Security Interest in General and as
Related to Copyrights

Due to the ever looming risk that the originator could face bank-
ruptcy, investors must consider the reality that a bankruptcy court
could characterize the transfer of the assets from the originator to the
SPV as a collateralized loan and not a true sale. Therefore, it is neces-
sary for the SPV to have a perfected security interest in the assets once
the assets have been transferred.” Real property and other personal
property are secured as collateral under the U.C.C. and the perfection
of a security interest by a creditor in such property is achieved by a
filing with the state. However, recent case law holds that when the un-
derlying asset is a copyright, federal copyright law under § 205 pre-
empts state law and the perfection of a security interest is accom-
plished by a filing in the Copyright Office of the Library of Congress.”
The court reasoned that the Copyright Act’s recording provisions are
comprehensive and the Act itself implicates unique federal interests.
Therefore, federal law preempts state methods of perfecting security
interests in copyrights and the accounts receivable related to those
rights.””

In the Bowie bonds transaction, the perfection of the security in-
terests in the copyrights were achieved under the U.C.C. and also by a
filing with the Copyright Office.” However, there was an additional
concern which may have had a devastating effect on the bond holders if
Bowie died prior to the maturity of the bonds. Some of Bowie’s com-
positions were written before the 1976 Copyright Act was imple-
mented. The compositions written prior to the 1976 Act fall under the
guise of the 1909 Copyright Act. Under § 24 of the 1909 Copyright
Act, original works of authorship created prior to 1978 may be re-
newed by an author’s heirs.” Therefore, in the event of Bowie’s death,
his heirs would have a claim to the copyrights of compositions written

187. See Simms, supra note 139, at 373-376.

188. See In re Peregrine Entertainment Ltd., 116 B. R. 194, 16 U.S.P.Q.2d 1017 (C.D. Cal.
1990). See also Bencivenga, supra note 38, at 5.

189. See In re Peregrine Entertainment Ltd., 116 B. R. 194, 16 U.S.P.Q.2d 1017 (C.D. Cal.
1990). See also ROBERT A. GORMAN & JANE C. GINSBURG, COPYRIGHT FOR THE NINETIES (4th
ed. 1993) at 290.

190. See Bencivenga, supra note 38, at 5.

191. 17U.S.C. § 24 (1976).
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under the 1909 Act.” To resolve this potential cloud on the title to the
copyright(s), the attorneys obtained releases from Bowie’s heirs.”

In addition to copyright law, the U.C.C. applied to the Bowie
bonds transaction.” Be forewarned that not all security interests are
governed by the U.C.C.” The particular asset type should be exam-
ined on a case-by-case basis. Article 9 of the U.C.C. applies to the
sale of accounts and chattel paper.” The U.C.C. in section 9-105 de-
fines “chattel paper” as “[a] writing which evidence[s] both a monetary
obligation and a security interest in or lease of goods.”” The U.C.C.
also covers the perfection of security interests in certain transactions,
including many types of financial assets that are defined as accounts,
chattel paper, general intangibles and instruments.” Under U.C.C.
section 9-106, a “general intangible” is defined as any personal prop-
erty other than goods, accounts, chattel paper, documents, instruments
and money.”

In order to perfect a security interest under the U.C.C., the secu-
rity interest must attach. This may be accomplished under U.C.C.
section 9-203 when: (1) the secured party possesses the collateral or
the debtor has signed an agreement that describes the collateral; (2)
value is given; and (3) the debtor holds rights to the collateral.” To
perfect this security interest, a financial statement must be filed against
the debtor in the state that contains the principal place of business of
the debtor™ or in the state or county where the assets are held.” How-
ever, a security interest in an instrument may only be perfected by the
secured party possessing the instrument.”™

192. In the Bowie bonds transaction, the lawyers had Bowie’s heirs release their rights to re-
newal and acknowledged that this release only protected against the renewal rights of those heirs
now living and did not take into account any potential heirs if Bowie divorced and remarried or had
more children, natural or adopted. See Bencivenga, supra note 38, at 5.

193. See Bencivenga, supra note 38, at 5.

194. See Adler, supra note 34, at 6.

195. See Dorris & O’Connell, supra note 10, at 113.

196. See Simms, supra note 139, at 373-374.

197. Seeidat374.

198. Dorris & O’Connell, supra note 10, at 113-114. See also Simms, supra note 139, at
37s.

199. See Simms, supra note 139, at 374.

200. Seeidat375.

201. Seeid.

202. See Dorris & O’Connell, supra note 10, at 113.

203. See U.C.C. § 9-304 (1995). This provision of the U.C.C. is subject to certain exemp-
tions. See Simms, supra note 139, at 376.
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“Security interest” is defined in U.C.C. section 1-207(37).™ This
interest includes an ownership interest in accounts and chattel paper.
It is necessary for the bond holder to ensure that its interest is superior
to any potential creditors of the SPV or originator.”® This is so that
creditors cannot interrupt the flow of income to the bond holder by
making claims against the assets.”™ To ensure priority of interests, the
bond holder must possess a first priority lien against the assets.”

In the realm of high technology, intellectual property assets in-
clude copyrights, trademarks, patents and trade secrets, and the in-
comes derived from those assets. As with the Bowie bonds transac-
tion, the security interest in the copyrights would be perfected under
the U.C.C. and in the federal copyright office.” Similarly, patents and
trademarks require filings both under the U.C.C. and with the Patent
and Trademark Office.” A filing under both state and federal systems
ensures that a SPV’s and subsequent investor’s interests are main-
tained in the intangible property right from which an income stream
flows.

D. What You Need, You Have to Borrow:
The Issuance of Securities by the Special Purpose Vehicle

Like the other steps in an asset-backed securities transaction, the
issuance of securities consists of a few overlapping steps: the actual
issuance; the rating of the securities; and credit enhancement.

1. The Issuance of Securities

The issuance of securities by a SPV/corporation is provided by
corporations law in the state where the corporation is formed.™ Issu-
ances are permitted in the enumerated powers that are granted by a
state’s statutes and which cover the legal powers of a corporation.™
While the authority to issue equity securities is required by law to be
set forth in the corporation’s certificate of incorporation, filed with the
state in which the entity is incorporated, the power to issue debt secu-
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rities need not be in the certificate.” The actual bond issuance is a
matter of paperwork: opinion letters from attorneys; corporate docu-
ments duly filed with the state; the authentication of the debenture; as-
signment forms.™

Rudder, Bowie’s attorney in the deal, indicated that Prudential
Investments wanted a number of opinion letters that covered matters
standard to any asset-backed securitization.” Rudder opined that the
notes were valid, binding, and enforceable, in addition to being duly
authorized, executed, and delivered.”” Rudder indicated that some of
the opinion letters covered matters of more complexity such as bank-
ruptcy issues and the creation of a perfected security interest in the as-
sets that were used to back the bonds.™

From the little that is written about the actual issuance of bonds,
it appears that this portion of the transaction is the least problematic.
Establishing the safety nets to ensure that there are no defaults in pay-
ments, ensuring that the SPV stands and operates independent from the
originafor to avoid consolidation, and building the legal framework in
order to obtain benefits under tax laws pose the greatest difficulties for
lawyers.

2. Ratings, Ratings, Ratings: You Really Made the Grade

At some point, the securities must be rated so that they may at-
tract investors. Perhaps the most well-known and widely accepted
rating agencies are Standard & Poor’s Ratings Group, Moody’s In-
vestors Services, Duff and Phelps, and Fitch Investors Service, Inc.””
Rating agencies typically examine the assets held by the SPV or corpo-
ration when rating securities, instead of the credit record of the origi-
nator.™

Credit ratings are most basically assessments of risk and are not
recommendations to enter a securities transaction.”” Ratings are es-
sentially measures that determine a security’s level of protection
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against credit loss.” Credit ratings are opinions about both the abso-
Iute credit risk of a default of payment on the security and the relative
credit risk vis-2-vis other categories of ratings.” If the pro forma
payment of royalties to the SPV could be demonstrated by showing the
average amount of royalties paid over a certain length of time to the
originator, and the amount of royalties is steady, dependable, and could
support interest payments on the issuance of bonds, the SPV could be
evaluated at a higher rate. An originator may not be able to receive an
investment grade rating, and yet the SPV, evaluated independently
from the originator, may very well obtain one.”

Moody’s Investors Services (hereinafter “Moody’s”) was em-
ployed to rate the Bowie bonds.” The bonds achieved a 3A rating.™
Although this rating is below an AAA rating, it is still an investment-
grade rating.” Undoubtedly, this rating enabled the bonds to be
snatched up very quickly by Prudential Investments. Moody’s had to
be assured that the assets were of a certain quality and that the SPV
was truly independent from the originator.” Credit enhancements were
designed, including certain guarantees from EMI, to compensate the
payments on the bonds if the revenues from the royalties dipped.” The
bonds holders retained the right to seize Bowie’s copyrights if the
whole deal fell apart.”

3. Sweet Thing: The Role of Credit Enhancement

Credit enhancement oftentimes affects the ratings of a security.
Credit enhancement may be internal or external and is a tool that en-
sures that all payment obligations are fulfilled on time so that the risk
of default is minimized.” In case a dip in the market leads to a decline
in royalty payments, underlying sources of credit may be designed to
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kick in and thereby prevent the risk of a default of payment on the
bonds.” With a credit enhancement, a higher rating may be possible
and generally, high investment ratings are key to attracting investors.

Typically, there are two categories of credit enhancements. An
internal credit enhancement is generated by the corporation or the
originator” and may appear in the form of a cash reserve account. An
external credit enhancement, as the name reveals, comes from an out-
side source, such as a bank.” External credit enhancements are more
costly because fees are routinely charged for services such as financial
guarantees, letters of credit, and default insurance.” If an external
credit enhancement source is used, that cost must be calculated into the
overall administrative costs which the future receivables must cover.

The credit enhancement has at least two purposes. First, the
greater the guarantee of the bond reaching its maturity without a de-
fault of payments, the greater the likelihood of attracting a high credit
rating.”™ The second and perhaps more important purpose of alternate
lines of credit is to protect the originator’s assets. A credit enhance-
ment serves as an extra safety net to prevent a default in payment.

As indicated earlier, many of the stages of a securitization occur
simultaneously. The process of rating the securities and the acquisition
of credit enhancement are areas of the transaction that overlap. This is
particularly clear in the Bowie bonds transaction. The securities were
rated by Moody’s and achieved a 3A, investment grade rating.™ That
rating is due to the fact that tremendous guarantees for the maturity of
the deal were provided by EMI, an A-rated, multinational record com-
pany. The Bowie bonds received the same rating as EMI because EMI
supported the deal.™

As mentioned above, EMI now possesses both domestic and in-
ternational rights to the distribution of Bowie’s catalog.” EMI entered
into a fifteen year licensing deal for Bowie’s back catalog and this was
pledged as collateral to Prudential Investments.™ After the term of the
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licensing contract expires, the ownership of the master tapes reverts
back to Bowie.” Prudential Investment’s Vice President of Structured
Finance, Andrea Kutscher, described this underlying collateral as “ex-
tra insurance” and explained that EMI is expected to “make good on
the payments.”™ Kutscher stated that the deal is dependent on the
promotional activities of EMI and Bowie’s managers, with whom Pru-
dential Investments will work to maximize revenues.”

A parallel situation may be found in the high technology arena
where a company licenses its patents or other intellectual property to
another entity and the licensing agreements are due to expire. In this
situation, which is rather simplistic and does not address cross licens-
ing concerns, the licensee may have a strong desire to continue the li-
censing arrangement such that it is willing to guarantee the asset-
backed transaction to the investor for the term of the deal. The desire
of the licensee to guarantee the deal rests heavily on the value of the
underlying assets to it.

E. Servicing the Assets

After the securities are issued, a servicer may be arranged so that
the assets are monitored and collected and the receivables -plus interest
are paid to the bond holders.” The servicer may be the originator or
may be a third party.”® Although it is market practice for the originator
to service the receivables of the SPV, if the originator retains this task,
there are true sale concerns.” Therefore, it is necessary that the same
standards in servicing the assets are adhered to as if the receivables
were serviced by a third party.”® A servicer may receive a servicing fee
and that fee is taxable.”™ Additionally, the SPV should retain the right
to revoke the servicer.”

The facts available to the public do not indicate whether or not
Bowie, the originator, is servicing the assets. If indeed he is the
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servicer, it is certain that Rudder opined to Prudential Investments that
Bowie’s servicing of the assets would not raise consolidation concerns
in the event of Bowie’s bankruptcy. For an extra guarantee, however,
Prudential Investments may have required that Bowie retain a third
party servicer due to the fact that the revenues from the royalties of
music copyrights prior to this deal were an untested asset class. In the
event that a high technology company embarks on a similar deal, util-
izing the revenues from an untested asset class, it is likely that the in-
vestor would have concerns similar to those highlighted above.

VII. CONCLUSION

Securitization dates from the turn of the century, yet it is only in
the past two decades that it has flourished.” Asset-backed securities
are nearly twelve years old and are among the latest financing creations
of innovative financiers. Although there are easier ways to finance
high technology businesses currently in use such as selling stock, asset-
backed securities may be applied as a financing vehicle in the future.””
Asset-backed securities transactions may be a viable form of alterna-
tive financing for businesses that have licensed the use of core tech-
nologies and have steady streams of income resulting from the li-
censes,” provided they have the tenacity to work through the
intricacies inherent in such transactions.” The bonds have already
been issued in the music industry, which is not as capital-intensive as
the film and high technology industries.” According to one high tech-
nology executive, the high technology industry is at a point where
companies ought to pursue and evaluate novel financing ideas.” Secu-
ritization of the intellectual property assets possessed by a high tech-
nology company may be just the ticket.
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